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FOREWORD 

In  sending  to  the  members  tlie  arti- 
cle of  Professor  Thomas  S.  Adams,  of 
Yale  University,  on  "The  Problem  of 
Tax-Exempt  Securities,"  I  feel  that 
Kiwanis  International  is  doing  a  real 
service  to  the  Clubs  in  the  States,  for 
the  reason  that  the  problem  of  tax- 
exempt  securities  is  a  matter  which  is 
fast  coming  to  the  front  and  will  be 
very  much  discussed  during  the  coming 
months,  especially  as  there  is  already 
pending  in  Congress,  a  resolution  which 
has  been  reported  favorably  by  the 
House  Committee  on  Ways  and  Means, 
looking  to  amending  the  Constitution 
of  the  United  States  regarding  tax- 
exempt  securities.  This  amendment,  of 
course,  will  have  to  be  submitted  to 
each  State  for  ratification  by  their 
legislatures;  therefore  the  problem  is 
going  to  be  one  that  is  of  vital  interest 
to  each  and  every  member  of  Kiwanis, 
and  as  I  said  in  my  Foreword  to  Pro- 
fessor Adams'  article  which  was  pub- 
lished in  the  August  Kiwanis  Magazine, 
while  you  may  entirely  disagree  with 
what  Professor  Adams  has  to  say,  still 
there  is  so  much  truth  in  what  he  does 
say  that  his  address  can  be  read  and 
re-read  by  all  to  our  profit,  especially 
to  us  of  the  States.  All  Kiwanians  are 
men  of  affairs — all  of  them  are  taxpay- 
ers, and  I  am  sure  they  will  realize  the 
import  of  Professor  Adams'  address. 
Also  that  those  of  us  of  the  States 
realize  that  our  tax  laws  need  funda- 
mental correcting.  Such  correcting  is 
either  going  to  be  done  in  a  sane  way 
by  "Business  Men"  themselves,  or  there 
is  eventually  going  to  be  a  correction 
made  by  the  "Mob" — which? 

Harry  E.  Karr, 
Immediate  Past  President. 
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The  Problem  of 
Tax-Exempt  Securities 

By  Professor  Thomas  S.  Adams 

I  have  wondered  a  little  at  the  courage  of 
your  officers  in  injecting  the  subject  of  taxa- 
tion into  the  proceedings  of  this  convention. 
Taxation  is  a  forbidding  topic.  It  calls  out 
every  thing  that  is  little  and  mean  and  selfish 
in  man.  It  is  linked  in  a  proverbial  common- 
place with  death  and  one  might  suppose  that 
the  subject  would  be  avoided  whenever  pos- 
sible. Yet  we  return  to  the  subject  again  and 
again,  like  moths  to  the  flame. 

I. 

The  reason  is  not  far  to  seek.  Taxpaying 
is  the  supreme  test  of  citizenship.  It  reaches 
past  high-sounding  words,  past  the  ordinary 
professions  of  patriotism,  and  applies  an  acid 
test  to  the  most  sensitive  part  of  the  human 
anatomy — the  pocketbook.  As  has  been  stated, 
it  brings  out  the  meanest  qualities  of  the  worst. 
But  it  brings  out  also  the  most  genuine  and 
authentic  virtue  of  true  citizenship.  By  their 
attitude  towards  taxes  shall  ye  know  them. 

A  long  survey  of  the  history  of  taxes  fur- 
nishes solid  ground  for  political  optimism. 
That  w^e  are  better  citizens  than  our  ancestors 
is  evidenced  by  the  fact  that  we  have  better 
taxes  than  they  had.  We  pay  more  taxes,  and 
pay  them  both  more  cheerfully  and  more  hon- 
estly than  our  forefathers.  We  are  not  many 
generations  removed  from  political  conditions 
in  which  taxpaying  was  regarded  as  a  sign  of 
political  and  social  inferiority,  in  which  the 
stronger  classes  and  interests  openly  and  as  a 
matter  of  course  laid  taxes  upon  the  weaker 
and  more  servile  classes;  in  which  the  domin- 
ant party  or  class  claimed  and  enjoyed  exemp- 
tion from  taxes  as  the  fair  spoils  of  their  politi- 
cal domination  and  control.  But  we  have 
changed  all  that ;  at  least  it  has  been  our  boast 
that  time  and  the  evolution  of  democratic  in- 
stitutions have  changed  all  that.  In  place  of 
the  old  rule — that  those  shall  take  who  have 
the  power,  and  they  shall  keep  who  can — we 
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have  in  recent  generations  laid  upon  ourselves 
a  finer  and  better  rule — that  the  beneficiaries 
of  government  shall  contribute  to  its  support 
in  accordance  with  their  ability  to  pay. 

The  new  rule  has  its  limitations.  There  are 
some  good  taxes  which  do  not  conform  to  the 
principle  of  ability  to  pay — all  truth  cannot 
be  compressed  within  the  limits  of  a  brief 
maxim.  It  has  its  difficult  problems.  It  is 
not  an  easy  matter  to  measure  the  compara- 
tive ability  of  each  citizen  or  resident  to  con- 
tribute to  the  public  treasury.  It  has  real 
political  dangers  and  temptations;  it  could 
easily  degenerate  into  an  excuse  for  the  ex- 
ploitation of  the  few  by  the  many.  But  on  the 
whole  it  is  a  manifestly  better  rule  than  those 
which  it  has  superseded.  Under  it,  in  contrast 
to  the  procedure  of  the  past,  the  powerful  are 
not  expected  to  use  their  power  to  procure  for 
themselves  immunities  and  exemptions ;  the  big 
business  is  expected  to  pay  by  a  rule  at  least 
as  severe  as  that  applied  to  the  small  business. 
The  rich  are  expected  to  pay  not  a  lower,  but 
a  higher  rate  than  the  poor.  And  the  principle, 
as  a  principle,  is  generally  accepted  even  by  the 
rich.  They  may  quarrel  with  particular  appli- 
cations of  the  rule — I  myself  believe  the  present 
federal  surtaxes  to  be  so  extreme  as  partially  to 
defeat  their  own  ends,  but  the  principle  is,  by  a 
great  majority  of  men,  rich  and  poor,  accepted. 
And  as  one  of  the  hard  won  products  of  self- 
government,  it  is  a  principle  worth  accepting, 
worth  guarding,  worth  preserving. 

Today  that  principle  is  seriously  endangered. 
Federal  government  in  the  United  States  is  at 
strife  with  itself.  With  one  hand  it  laborious- 
ly builds  a  policy  of  taxation  based  upon  the 
principle  that  the  rate  of  taxation  should  in- 
crease as  the  wealth  and  income  of  the  tax- 
payer increase.  With  the  other  hand  it  undoes 
this  work  and  formulates  a  doctrine  by  which 
in  the  United  States,  the  federal  government 
cannot  tax  the  credit  instrumentalities  of  the 
state  and  municipal  governments,  while  the  lat- 
ter cannot  tax  the  federal  instrumentalities  of 
the  federal  government.  There  are  billions  of 
such  public  bonds  thus  exempt  from  taxation, 
representing  wealth  which  for  practical  pur- 
poses Congress  and  the  state  legislatures  can- 
not bring  within  the  scope  of  property  and  in- 
come taxes,  wealth  which  places  its  owners  (to 
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the  extent  that  their  fortunes  are  represented 
by  such  tax-free  securities)  within  the  sheltered 
group  of  those  who  enjoy,  but  are  not  compelled 
to  contribute  to  the  maintenance  of,  the  politi- 
cal institutions  under  which  they  live.  In  the 
words  of  Justice  Holmes  of  the  Supreme  Court, 
we  create  "a  privileged  class,  free  from  bearing 
its  share  of  the  cost  of  the  institutions  upon 
which  its  well-being,  if  not  its  life,  depends." 

Hundreds  of  millions  of  these  tax-free  bonds 
are  issued  every  year,  falling  for  the  most  part 
into  the  hands  of  wealthy  individuals  and  large 
corporations.  If  these  were  invested  in  houses 
or  farms  or  factories  or  mines  or  stores  or  rail- 
ways, the  income  derived  therefrom  would  pay 
to  the  federal  government  taxes  varying  from 
twelve  and  a  half  to  fifty  per  cent  or  more  a 
year,  taking  no  account  of  the  state  and  local 
taxes  to  which  in  addition  these  investments 
would  be  subject.  But  instead,  this  money  goes 
to  finance  state  activities.  Its  owners  have 
reached  a  haven  of  refuge,  a  blessed  isle  of 
safety,  where  tax  laws  have  lost  their  sting 
and  where  the  summons  of  the  tax-gatherer 
cannot  penetrate.  Not  for  them,  (as  owners  of 
tax-free  bonds)  the  hazards  and  anxieties  of 
active  business;  not  for  them,  (in  that  capacity 
at  least)  the  worried  interest  in  the  expendi- 
tures of  government  which  make  taxes  neces- 
sary !  Whether  we  increase  the  army  or  cut  it 
down,  whether  we  vote  a  soldiers'  bonus  or  not, 
whether  we  cancel  the  allied  debt  or  try  to 
collect  it,  is  all  one  with  them.  They  have 
bought  themselves  free  from  the  fiscal  respon- 
sibilities of  citizenship.  They  are  immune — 
and  they  are  politically  sterilized. 

Added  to  the  irritation  and  hostility  aroused 
by  the  loss  of  taxes  and  the  presence  in  our 
midst  of  wealthy  citizens  and  powerful  corpora- 
tions which  pay  no  taxes,  is  a  dangerous  feel- 
ing of  frustration — the  feeling  mentioned  above 
that  our  left  hands  are  tearing  down  what  our 
right  hands  have  laboriously  toiled  to  upbuild, 
that  we  are  impotent  and  powerless,  that  some 
sinister  agency  within  democratic  government 
balks  and  baffles  it.  And  the  problem  is  inten- 
sified by  an  unfair  competition  between  private 
and  public  industry  which  the  tax-free  bond 
tends  to  aggravate.  It  is  seductively  easy  for 
the  states  and  cities  to  borrow  capital  for 
waterworks  and  power  plants  and  other  pub- 
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lie  undertakings.  But  until  quite  recently 
business  men  were  forced  to  pay  prohibitive 
rates  for  capital  needed  to  extend  trade,  to 
construct  or  improve  railroads,  to  build  homes ; 
in  short,  to  finance  the  necessary  development 
of  private  industry.  In  the  words  of  President 
Harding,  "...  the  drift  of  wealth  into  non- 
taxable securities  is  hindering  the  flow  of  large 
capital  to  our  industries,  manufacturing,  agri- 
culture, and  carrying,  until  we  are  discourag- 
ing the  very  activities  which  make  our  wealth."* 

II. 

The  picture  of  the  evils  of  the  tax-free  bond 
which  I  have  just  painted  is  possibly  exagger- 
ated. The  colors  have  been  laid  on  rather  thick 
because  it  is  necessary  to  feel  a  problem  be- 
fore we  can  think  about  it  vigorously  and  con- 
structively. But  it  is  just  as  essential  to  think 
about  it  temperately  and  accurately;  and  in 
order  to  do  that  it  is  advisable  to  review  very 
briefly  some  of  the  essential  details  of  the 
question : 

;  1.  Estimates  of  the  outstanding  volume  of 
/  tax-free  securities  vary  from  eight  to  thirty 
billions  of  dollars.  The  most  trustworthy  esti- 
mate, in  my  opinion,  is  that  of  Joseph  F.  Mc- 
Coy, Government  Actuary,  who  places  the  vol- 
ume of  wholly  tax-free  securities  as  of  January 
1,  1922,  at  a  maximum  of  $10,660,000,000  (|8,- 
142,000,000  issued  by  the  states  or  under  their 
authority,  the  remainder  by  the  federal  gov- 
ernment or  under  its  authority).  This  esti- 
mate must  be  materially  increased  by  the  par- 
I  tial  and  qualified  exemption  accorded  to  ap- 
proximately twenty  billions  of  federal  securi- 
ties not  included  in  Mr.  McCoy's  total.  At  the 
present  time,  any  taxpayer  may  hold  |1 60,000 
worth  of  federal  securities  free  from  all  taxes, 
and  practically  all  federal  securities  are  free 
from  the  normal  income  tax.  Taking  this  into 
account,  it  seemed  fair  to  me  to  place  the  vol- 
ume of  public  securities  actually  exempt  from 
taxation  at  not  less  than  f 15,000,000,000. 

2.  This  figure  is  probably  increasing.  Be- 
fore the  War  the  state  and  municipal  bonds 
issued  each  year  averaged  less  than  |500,000,- 
000.  In  1919,  according  to  the  Daily  Bond 
Broker,  the  aggregate  issue  amounted  to  $770,- 


*Address  to  Congress,  December  6,  1921. 
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195,248;  in  1920,  to  |773,663,986,  and  in  1921, 
to  $1,305,868,916. 

3.  Whatever  the  exact  volume  outstanding, 
there  is  obviously  enough  to  permit  the  very 
rich  men  of  the  country  to  place  large  parts  of 
their  fortunes  in  tax-exempt  bonds,  with  the 
effect  of  greatly  reducing  the  yield  of  the  fed- 
eral income  tax.  The  statistics  here  are  strik- 
ing. From  1916  to  1919,  all  years  of  great 
prosperity  and  swollen  incomes,  the  net  income 
of  the  very  rich  (those  having  incomes  in  excess 
of  1300,000  a  year)  reported  for  federal  income 
taxation  decreased  from  |992,972,986  to  $440,- 
011,589,  and  recent  figures  for  1920  show  a 
further  shrinkage  to  $246,354,585.  The  tax- 
able income  from  dividends,  interest,  and  other 
investments  of  this  class  decreased  in  the  same 
period  from  $706,945,738  to  $229,052,039.  The 
significance  of  these  figures  should  not  be  over- 
looked. They  do  not  mean  that  the  true  in- 
come of  the  very  rich  decreased  in  the  manner 
indicated;  what  decreased  was  the  taxable  in- 
come. Income  in  general  and  the  investment 
income  of  other  classes  or  taxpayers  both  in- 
creased greatly  from  1916  to  1920.  It  was  only 
the  income  of  the  richer  taxpayer  reported  for 
taxation  that  fell  off,  thus  suggesting  what  is 
fully  borne  out  by  common  knowledge,  that  the 
very  rich  have  been  placing  their  later  invest- 
ments in  tax-exempt  securities  and  transfer- 
ring many  of  their  earlier  investments  from  the 
taxable  to  the  tax-free  class. 

4.  Although  the  tax-free  bond  and  the  tax- 
exempt  citizen  represent  to  my  mind  results  of 
a  tragic  mistake  in  American  fiscal  policy  and 
American  constitutional  law,  the  rich  man  who 
invests  in  tax-free  bonds  is  not  morally  culpa- 
ble because  of  such  investment.  In  the  first 
place  the  same  legislative  bodies  which  voted 
the  tax  laws,  have  issued  tax-exempt  bonds  and 
infer entially  urged  people  to  buy  them.  In- 
vestment in  tax-free  bonds  has  in  the  past  not 
only  been  legitimized,  but  it  has  been  publicly 
encouraged.  In  the  second  place,  income  tax 
rates  which  now  rise  to  nearly  58  per  cent,  and 
which  during  the  War  rose  to  a  possible  maxi- 
mum of  nearly  73  per  cent  (not  counting  state 
income  taxes),  put  a  burden  upon  the  very  rich 
which,  to  say  the  least,  they  cannot  be  blamed 
for  avoiding  so  long  as  a  legal  avenue  of  escape 
is  held  open  to  them.    In  the  third  place  the 
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owner  of  a  tax-free  bond  is  not  wholly  exempt 
from  taxation.  He  accepts  a  lower  interest 
rate  because  of  the  exemption  privilege,  and  in 
this  way  pays  taxes  indirectly.  The  Atlantic 
Keflning  Company  has  just  floated  at  par  an 
issue  of  gold  debentures  paying  interest  at  5 
per  cent.  A  day  or  two  before,  the  State  of 
Michigan  had  placed  two  issues  of  bonds  to 
yield  on  the  average  about  4.25  per  cent  a  year. 
The  three-quarters  of  one  per  cent  difference 
represents  perhaps  not  inaccurately  the  in- 
direct tax  which  the  purchasers  of  tax-exempt 
securities  pay  for  exemption. 

5.  But  the  state,  municipal,  and  federal  gov- 
ernments do  not  gain  so  much  in  reduced  in- 
terest as  they  lose  in  taxes.  There  has  been 
much  confused  reasoning  on  this  point,  and 
unless  one  goes  straight  to  the  heart  of  this 
problem  one  is  likely  to  get  lost  in  a  mass  of 
conjectural  arithmetic.  The  essential  point  is 
both  simple  and  convincing.  It  is  found  in  the 
fact  that  under  existing  conditions  rich  tax- 
payers will  not  buy  tax-free  securities  unless 
by  so  doing  they  gain  more  in  taxes  than  they 
lose  in  interest.  There  are  exceptions  to  this 
statement,  but  they  are  of  minor  importance. 
Can  you  imagine  the  richer  taxpayers  of  this 
country,  aided  and  advised  by  the  keenest 
brains  found  in  the  legal  and  investment  world, 
investing  in  tax-exempt  securities  when  they 
could  net  more  from  taxable  securities? 

The  existence  of  progressive  taxes  makes  the 
above  conclusion  inevitable.  The  rates  of  the 
federal  income  tax  rise  from  4  to  58  per  cent. 
Now  the  volume  of  tax-free  securities  is  so  large 
that  they  cannot  all  be  sold  to  people  subject  to 
58  per  cent  tax  rates.  To  sell  them  all,  buyers 
subject  to,  say,  only  25  per  cent  taxes  must  be 
attracted.  Sugar  does  not  sell  at  what  the 
very  rich  would  gladly  pay  for  it,  rather  than 
go  without.  It  sells  at  the  price  which  can  be 
paid  by  the  poorest  class  of  buyers  who  must  be 
attracted  if  the  entire  supply  of  sugar  is  to  be 
taken  off  the  market.  To  the  man  subject  to  a 
25  per  cent  income  tax,  a  taxable  security  bear- 
ing 6  per  cent  interest  is  equal  to  a  tax-free 
security  of  equal  safety  paying  4.5  per  cent 
interest.  But  to  the  man  subject  to  a  50  per 
cent  income  tax,  the  6  per  cent  taxable  bond  is 
equal  to  a  3  per  cent  tax-free  bond.  Exemption 
is  worth  |1.50  (on  each  |100  interest)  to  the 
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first  taxpayer;  f3.00  to  the  second.  The  gov- 
ernment loses  |1.50  taxes  in  the  first  place  and 
gains  |1.50  in  interest ;  i.  e.,  it  breaks  even.  But 
in  the  second  case  it  loses  $3.00  taxes  and 
gains  only  f  1.50  in  interest.  It  loses  in  the  case 
of  practically  every  taxpayer  who  is  richer 
(i.  e.,  subject  to  higher  tax  rates)  than  the 
poorest  class  of  taxpayers  who  must  be  sold 
in  substantial  quantity  if  the  entire  issue  of 
tax-exempt  bonds  is  to  be  disposed  of. 

All  this  is  a  commonplace  when  dealing  with 
ordinary  prices.  The  commonplace  is  equally 
true  when  dealing  with  interest,  or  the  price  of 
money.  Where  the  article  sold  is  of  uniform 
quality  (and  bonds  are  uniform)  the  poorest 
class  of  buyers  exercises  the  controlling  influ- 
ence on  the  price.  Eicher  buyers  get  the  benefit 
— *'the  consumer's  surplus.'' 

Exemptions  from  taxation  must  ( with  minor 
exceptions)  he  a  losing  game  for  the  govern- 
ment which  makes  important  use  of  progres- 
sive income  taxes, 

6.  The  criticism  that  the  tax-free  bond  leads 
to  public  extravagance,  encourages  states  and 
cities  to  undertake  public  works  more  suited  to 
private  enterprise,  and  subjects  private  enter- 
prise to  unfair  competition  with  subsidized 
government  industry,  contains  elements  both 
of  truth  and  error.  The  error  lies  in  the  sug- 
gestion or  implication  that  the  borrowing  by 
states  and  cities  since  the  war  has  not  been  jus- 
tifiable. On  the  contrary,  streets,  roads,  school 
houses,  and  the  equipment  of  public  institu- 
tions generally  had  been  allowed,  for  patriotic 
reasons,  to  deteriorate  during  the  War;  and 
most  of  the  borrowing  since  the  War  has  been 
for  rehabilitation,  replacements,  and  develop- 
ment work  which  is  just  as  legitimate  on  the 
part  of  the  government  as  it  is  in  the  case  of 
private  business.  There  are  a  few  people  who 
want  to  legislate  the  tax-free  bond  out  of  exist- 
ence, in  order  to  check  and  repress  state  and 
municipal  borrowing.  I  warn  such  people  that 
any  assault,  direct  or  indirect,  upon  the  bor- 
rowing power  of  the  states,  is  foredoomed  to 
failure.  If  we  borrow  too  much,  and  we  do, 
the  error  is  not  chargeable  to  the  tax-free  bond. 
Governments  do  not  borrow  because  govern- 
ment securities  can  be  floated  at  lower  rates 
than  private  securities.  They  borrow  because 
the  electorate — you  and  I  and  others  like  us — 
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want  public  improvements.  The  error  is  due  to 
our  civic  slackness  and  our  thriftless  eagerness, 
as  a  people,  to  spend.  We  must  ask  the  states  to 
abolish  the  tax-free  bond,  not  because  it  makes 
them  extravagant,  but  because  it  is  a  source  of 
financial  loss  to  their  citizens,  because  it  is 
emasculating  the  income  tax,  and  because  it 
will  eventually  breed  an  ugly  class  conflict. 

And,  we  may  fairly  add,  because  it  throws  an 
unfair  burden  ,on  private  business  without 
yielding  a  corresponding  advantage  to'  the  state. 
In  the  United  States  the  average  city  borrows  at 
a  lower  rate  than  the  average  private  corpora- 
tion. We  are  inclined  to  attribute  this  differ- 
ence to  the  exemption  feature  of  the  municipal 
bond.  Only  a  part  of  the  difference  is  properly 
so  explained.  There  are  comparatively  few  tax- 
exempt  public  bonds  in  Canada  and  Great  Brit- 
ain. Yet  even  in  those  countries  the  municipal 
governments  commonly  borrow,  on  taxable  se- 
curities,, at  lower  rates  than  private  enterprise. 
The  same  truth  is  suggested  by  the  fact  that  in 
the  United  States  before  the  War,  when  the  ex- 
emption feature  was  worth  comparatively  little, 
municipal  bonds  paid  a  much  lower  rate  of 
interest  than  industrial  and  public  utility  bonds. 
From  1910  to  1914,  for  instance,  the  average 
rate  of  return  on  municipal  bonds  was  approxi- 
mately 4.25  per  cent,  while  the  average  return 
on  public  utility  bonds  was  approximately  5.50 
per  cent.  This  difference  was  only  in  small  part 
due  to  the  exemption  privilege  It  was  due 
for  the  most  part  to  the  greater  safety  attach- 
ing to  the  municipal  bond  and  the  greater 
hazard  attaching  to  the  bonds  and  securities 
of  public  utility  companies. 

Private  industry  therefore,  even  though  pub- 
lic bonds  did  not  enjoy  tax-exemption,  would 
operate  under  a  heavy  credit  handicap.  It  is 
unfair  and  unwise  to  double  this  handicap  by 
subjecting  private  bonds  to  heavy  income  taxes 
and  then  exempting  public  bonds  from  that 
burden.  Let  us  settle  the  question  of  taxes  and 
tax  rates  on  its  own  merits.  But  when  it  is 
settled,  let  us  give  private  business  an  equal 
and  even  chance.  How  great  the  present  handi- 
cap is,  in  the  case  of  public  utilities,  has  been 
set  forth  in  an  able  analysis  published  in  the 
^^Hearings  before  the  Committee  on  Ways  and 
Means,  House  of  Representatives,  on  Tax-Ex- 
empt Securities,"  pages  42-57.  I  shall  not  at- 
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tempt  to  follow  the  analysis  in  detail.  But  it 
reaches  the  general  conclusion  that,  with  con- 
ditions as  they  existed  in  the  United  States  in 
January,  1922,  "an  investor  subject  to  a  sur- 
tax of  over  10  per  cent  can  not  afford  to  buy 
utility  securities.  This  means  that  all  new 
capital  obtained  by  public  utilities  from  private 
investors  under  these  conditions  must  come 
from  individuals  having  a  taxable  income  of 
$15,000  or  less  per  year."  (Log.  cit.,  p.  46.) 

7.  This  conclusion  is  subject  to  minor  ex- 
ceptions and  qualifications,  but  in  essence  it 
is  sound  (as  of  January,  1922),  and  it  rests 
upon  the  most  thorough  and  rigorous  quanti- 
tative analysis  of  the  effects  of  the  tax-free 
bond  which  to  my  knowledge  has  ever  been 
made.  Consider  its  significance.  In  the  first 
place  it  means  "a  very  serious  restriction  of  the 
market  for  utility  securities,"  because  that 
market  in  the  past  has  been  found  very  largely 
among  people  with  incomes  in  excess  of  |15,- 
000  a  year.  In  the  second  place,  it  causes  as  a 
consequence  of  tax-exemption  combined  with 
high  income  taxes,  a  most  unfortunate  change 
in  the  normal  distribution  of  investments.  The 
rich  man  is  driven  to  invest  in  tax-exempt 
bonds.  The  small  investor  is  tempted — because 
his  tax  rate  is  low — to  invest  in  risky  industrial 
and  utility  securities. 

All  this  perverts  and  reverses  the  sound  rule 
of  investment.  The  small  saver,  who  ought  to 
seek  "safety  first,"  could  properly  and  profit- 
ably invest  in  tax-free  bonds.  The  more  haz- 
ardous industrial  undertakings,  the  risky  com- 
mercial ventures,  should  normally  be  financed 
by  the  rich.  But  when  tax  rates  on  large  in- 
comes exceed  50  per  cent  and  tax-free  bonds  are 
offered  freely  for  sale  at  every  bond  house,  the 
richer  investors  desert  the  industrial  and  util- 
ity fields  of  investment.  The  small  saver  buys 
oil  stocks ;  the  rich  buy  municipals.  The  losses 
fall  where  they  work  the  most  havoc,  upon  the 
small  saver.  To  them  that  have  is  given ;  from 
them  who  have  less,  is  taken  away. 

III. 

We  may  turn  now  to  the  question  of  remedies. 
President  Harding,  the  last  three  Secretaries 
of  the  Treasury,  hundreds  of  the  leading  busi- 
ness and  professional  men  of  the  country,  and 
a  large  number  of  powerful  organizations^  such 
11 


as  the  American  Farm  Bureau  Federation,  the 
Chamber  of  Commerce  of  the  United  States,  the 
National  Tax  Association,  the  American  Bank- 
ers Association,  the  Investment  Bankers  Asso- 
ciation of  America,  the  Farm  Mortgage  Bank- 
ers Association  of  America,  the  National  As- 
sociation of  Eeal  Estate  Boards,  the  princi- 
pal associations  representing  the  public  utility 
business  of  the  United  States,  all  have  en- 
dorsed the  proposal  in  President  Harding's 
words  "to  change  the  Constitution  so  as  to 
end  the  issue  of  non-taxable  bonds."  A  joint 
resolution  proposing  an  amendment  to  the  Con- 
stitution of  the  United  States  has  been  properly- 
introduced  in  Congress.  The  substance  of  the 
proposed  amendment  is  as  follows : 

"Section  1.  The  United  States  shall  have 
power  to  lay  and  collect  taxes  on  income  de- 
rived from  securities  issued,  after  the  ratifica- 
tion of  this  article,  by  or  under  the  authority 
of  any  State,  but  without  discrimination 
against  income  derived  from  such  securities 
and  in  favor  of  income  derived  from  securities 
issued,  after  the  ratification  of  this  article,  by 
or  under  the  authority  of  the  United  States  or 
any  other  State. 

"Section  2.  Each  State  shall  have  power  to 
lay  and  collect  taxes  on  income  derived  by  its 
residents  from  securities  issued,  after  the  rati- 
fication of  this  article,  by  or  under  the  author- 
ity of  the  United  States ;  but  without  discrimi- 
nation against  income  derived  from  such  securi- 
ties and  in  favor  of  income  derived  from  securi- 
ties issued,  after  the  ratification  of  this  article, 
by  or  under  the  authority  of  such  State." 

This  amendment  has  been  framed  in  a  spirit 
of  moderation  and  equity.  It  makes  no  attempt 
to  rescind  the  exemption  promised  in  bonds 
already  issued.  It  keeps  faith  with  those  who 
have  bought  tax-free  bonds  in  the  past.  It 
deals  equally  with  the  states  and  the  federal 
government  treating  the  two  coordinate  juris- 
dictions as  of  like  dignity  and  importance.  It 
permits  the  states  to  tax  securities  issued  after 
the  ratification  of  the  amendment  by  or  under 
the  authority  of  the  federal  government,  and 
similarly  permits  the  federal  government  to 
tax  securities  issued  after  the  ratification  of 
the  amendment,  by  or  under  the  authority  of 
the  states.  It  has  been  and  will  be  opposed  by 
men  and  by  organizations  whom  we  all  respect. 
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I  know  they  are  in  the  minority,  however,  and 
I  believe  that  their  opposition  is  mistaken. 
Time  does  not  permit  a  discussion  of  the 
grounds  and  fears  on  which  their  opposition 
rests.  I  can  only  add  to  what  has  been  said 
that  to  the  extent  that  their  opposition  is  based 
on  the  doctrine  of  state  rights  it  seems  to  me 
singularly  misplaced.  The  federal  government 
grants  to  the  states  all  that  it  asks  for  itself; 
it  gives  up  all  that  it  asks  the  states  to  relin- 
quish. There  can  be  no  profit  to  the  citizens  of 
the  states  in  preserving  an  exemption  which 
costs  them  more  in  lost  federal  taxes  than  it 
gains  in  reduced  interest  on  public  securities. 
There  is  an  inevitable  net  loss  in  the  trans- 
action, and  it  comes  out  of  the  pocketbooks 
of  men  and  women  who  are  at  once  citizens 
of  the  states  and  of  the  United  States.  I 
believe  in  states'  rights  but  I  fear  no  encroach- 
ment of  the  federal  power  designed  to  save  my 
money,  to  strengthen  the  tax  system  on  which 
federal  finances  are  based,  and  prevent  a  class 
conflict  which  will  surely  come  if  its  cause  be 
not  removed. 

Here  in  the  phrase  "class  conflict"  is  the  last 
word  that  should  be  said.  Make  no  mistake. 
The  people  of  the  United  States  will  not  long 
endure  the  spectacle  of  the  richest  classes  of 
the  community  procuring  for  themselves,  or 
having  thrust  upon  them,  exemption  from  our 
heaviest  direct  tax.  It  is  true  in  my  opinion 
that  the  rich  are  not  morally  to  blame  for  tak- 
ing the  easier  way  so  carefully  cleared  for 
them ;  that  surtax  rates  are  at  present  too  high ; 
and  that  the  owners  of  tax-free  bonds  pay  some 
taxes  in  a  hidden  or  indirect  way.  But  these 
considerations,  important  in  other  connections, 
are  for  the  present  purposes  irrelevant.  They 
will  not  avert  strife.  If  a  temperate  and  order- 
ly remedy  be  not  sought,  intemperate  and  dis- 
orderly remedies  will  be  devised.  They  are  en- 
tirely practicable.  It  is  not  enough  that  the 
rich  should  be  indirectly  taxed.  For  their  own 
and  the  public  good  it  is  necessary  that  they 
should  be  known  and  seen  to  be  taxed. 
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